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INTRODUCTION BY THE EDITOR 


With the removal one after another of the western 
European powers which formerly stood between us and 
the central European dictatorships, it has become plain 
that the United States must face the necessity of build- 
ing up quickly a really formidable military power. It is 
plain, also, that some of the perils seen by the isolation- 
ists are as real as the menace to our national security © 
with which the interventionists are concerned. On the 
one hand, there is real danger that the methods by which 
we arm may destroy the liberty and economic prosperity 
in whose name they are invoked. On the other hand, 
failure to make ourselves strong quickly—particularly 
since it is evident we shall be very strong in a few years 
if not disturbed—involves real danger that our outlying 
posts may be lost or rendered useless, our foreign trade 
cut off or made a chronic source of instability, and popu- 
lar faith in our institutions undermined by their ap- 
parent ineffectiveness. Between these two dangers we 
must make our way. 

As German military prestige rises, there is developing 
a tendency even among staunch democrats to feel that 
security demands not merely the mastery of German 
military technique but the slavish imitation of the whole 
apparatus of economic and social regimentation. It is 
impossible to deny that some of the German “controls” 
are real sources of strength; but many—particularly 
rationing devices—are adaptations to economic weak- 
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nesses which we do not share. If our possible opponent 
is expert in marksmanship, it is sensible to copy his 
methods; but the fact that his ersaiz trousers will shrink 
if it rains is no part of the magic. Proposals for authori- 
tarian controls must show their credentials as real 
sources of strength before we need to adopt them. 

This pamphlet embodies the result of discussions on 
this delicate question of policy among a number of 
economists and students of administration in Chicago 
during the last summer. Successive revisions of the 
text were read and criticized by H. S. Bloch, Joel Dean, 
F. H. Harbison, O. Lange, H. G. Lewis, and J. Mosak; 
and a number of others who could not find time to keep 
in continuous touch with the discussion made valuable 
contributions at one or more stages. While the final 
form of the text and recommendations has been pro- 
foundly influenced by these criticisms, however, Dr. 
Hart is sole author of the pamphlet and is responsible 
for the selection of topics for examination, distribution 
of emphasis, and specific recommendations. 

This is the thirty-third of a series of Public Policy 
Pamphlets which the University of Chicago Press is 
publishing. Frequently the scholarly journals give no 
attention at all to problems that have an acute public 
interest, while the ordinary magazines can print little 
but superficial comment. The University might well 
perform a valuable service by making available to the 
public whatever special training and information it may 
have at its disposal. The continuation of such a series 
will, of course, depend upon its reception by the public. 

Perhaps it goes without saying that the authors of 
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these pamphlets are individually responsible for their 
views, and that they in no way involve the responsibility 
of the University of Chicago. 
Harry D. GIEONSE 
September 21, 1940 


I. THE ECONOMIC PROBLEM 
OF REARMAMENT* 


For better or worse, the United States is committed 
for a period of several years ahead to a policy of rapid 
development of military equipment and trained military 
man power. Speed and effectiveness in militarization 
will have to take precedence in our economic policy. 

But the normal goals of economic policy cannot be 
left out of account. We dare not conceal from ourselves 
that the military emergency now looming up may last 
for a number of years. Our emergency measures, accord- 
ingly, must guarantee even during the crisis as full a 
measure of freedom and justice, and as large and as 
equitably distributed a volume of consumption, as can 
be obtained without jeopardizing the survival of Ameri- 
can democracy. Still more important, we must keep the 
road open for a return to a peaceful democratic system. 
Militarization, after all, can be justified only in terms of 
peacetime goals. We must clearly make real sacrifices 
to it, both of material comforts and of personal liberties. 
But we must see to it that these sacrifices are not wasted 
in the short run, and that they are not irretrievable in 
the long run. 

In the field of armament itself, the problem is to put 

* There is, of course, some disagreement among economists both as to the 
nature of the problem and as to the scope and type of government inter- 
vention called for. See Charles O. Hardy, Wartime Control of Prices (Wash- 


ington: Brookings Institution, September, 1940) for a point of view leaning 
more toward detailed government intervention than this pamphlet’s. 
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the government in possession of the needed man power 
and output without excessive delays and private profits 
on the one hand, and without arbitrary action and ex- 
ploitation of the government’s superior strength on the 
other. This requires substantial but not unlimited pow- 
ers to conscript men and requisition property, and an 
ample flow of defense funds. 

Outside the armament field, the problem is to pre- 
serve our standards of living—both present and future— 
by efficient use of resources not used for armament. By 
taking into use unemployed and underemployed labor 
and equipment, we should be able to have “guns plus 
butter”—to maintain or raise present consumption 
standards as well as build up military strength. Tem- 
porarily, the needs of defense will make it impossible to 
produce much new equipment for the consumption- 
goods trades in the first year or two of major defense 
efforts. But with good management we should be able 
to revive equipment-making presently; and meanwhile 
we have some margin of existing capacity. If we can 
stimulate labor mobility and industrial training, so as to 
enable the unemployed to replace men drawn into de- 
fense activity, we are technically able to expand con- 
sumption. 

If we wish to expand rather than contract peacetime 
activity in the country, we shall have to move cautiously 
in adopting new taxes to pay for defense, since virtually 
all taxes discourage production. But such an expansion- 
ist policy involves danger of a rise of living costs sharp 
enough to throw the system into disorder and lead into 
an inflationary spiral. This danger is not immediate: so 
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long as unemployed resources permit ready expansion of 

consumption-goods output, the cost of living will be 
self-regulating. When we begin to feel shortages of 
plant and trained man power, however—which may be 
before unemployment is wholly eliminated, perhaps 
even in a few months—increased taxation will be needed 
to hold consumption expenditures down to a level which 
the output of consumption goods can absorb. On 
grounds of equity, we must so far as possible cast such 
tax increases in the form of levies upon incomes rather 
than of “indirect” taxes; and hence we must plan a 
reorganization of the tax system. 

This pamphlet is aimed to translate these basic con- 
siderations into concrete rules for the guidance of eco- 
nomic policy—for public finance, labor policy, price pol- 
icy, and economic regulation in general—for the next 
few years. In the discussion which follows, the state- 
ment of recommendations is necessarily intermingled 
with supporting argument and consideration of alterna- 
tives. For the reader’s convenience, a separate listing of 
recommendations—stripped of argument—is presented 
at the end. 


Il. DETAILED ANALYSIS 


It is well known at home and abroad that the United 
States—except for the navy—falls far short of being a 
first-rate military power. This is due in part to lack of 
trained fighting personnel. But very largely it goes back 
to shortages of military equipment and munitions—of 
planes, engines, tanks, artillery, shells, bombs, etc. We 
have not produced such things on a large scale since 
1918; and we are not able to produce them now at the 
rate we wish. These shortages are the focus of the re- 
armament problem, and may serve as starting point for 
our discussion. 


PROVIDING ARMAMENT-MAKING PLANT 


The deficiencies just listed do not mean that we can- 
not soon become a formidable power. Even though we 
lack military outfit, even though we lack large-scale 
plant for making it, we have capacity to construct plant. 
The problem is to release this potential military strength 
by diverting the industrial resources used in late years to 
turn out new plant for peacetime industry and for ex- 
port, and by supplementing these resources so far as 
possible from resources now idle. 

To do this with speed calls for using a large propor- 
tion of the country’s business and engineering talents. 
Existing knowledge (including, obviously, that covered 
by patents), research facilities for extending and apply- 
ing that knowledge, drafting facilities for turning ideas 


[4] 


into blueprints, must be thrown into the task of design- 
ing plants to produce military equipment.’ To produce 
this plant quickly will call for using most of the coun- 
try’s machine tools and equipment-makers to make 
suitable machines, and for large-scale building construc- 
tion to house these machines. Since activity in design- 
ing and in equipment-making is already fairly near 
present capacity, rapid expansion of defense prepara- 
tions must during the winter of 1940-41 (and perhaps 
longer) largely displace designing and construction of 
new outfit for peacetime purposes. For example, we 
must presumably resign ourselves to having no new 
automobile models for 1942. 


FINANCIAL REWARDS FOR ARMAMENT PRODUCTION 


Part of our expanded armament production is to be in 
government-operated plants (navy yards and arsenals), 
part in government-owned plants operated by private 
firms under contract. But apparently most of the new 
armament plant is to be privately owned and operated 
for profit. Profit prospects must be offered to get these 
plants built; and it is a delicate problem to make these 
prospects good enough to make needed construction at- 
tractive without making profits undesirably high. 

This problem has been put before the public, so far, 
chiefly in the oblique form of the controversy over 
“amortization” of defense plants for tax purposes—..e., 
over the proportion of their cost which is to be included 


t Unfortunately, not a few of our military designs reportedly call for 
materials not available in quantity, or for processes not adapted to mass 
production; so that the revision of these designs must go hand in hand with 
the planning of equipment for executing them. 
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in the costs ascribed to each year’s output. The govern- 
ment, through its armament purchases, will in effect be 
paying for these plants in instalments equal to the 
amounts by which they are annually written down. If 
the amortization period is longer than the period during 
which the government buys the output, the plant will 
not be fully paid for when its market evaporates, and 
the owners will suffer a capital loss equal to its unamor- 
tized value.? Fear of such losses is holding back con- 
struction of defense plants in many sectors. 

This factor discouraging plant construction could, of 
course, be offset by permitting profits (as calculated on 
the basis of the Bureau of Internal Revenue’s customary 
plant-amortization periods of twenty years or more) to 
exceed a normal return enough to offset the amortiza- 
tion businessmen were not allowed to count as costs. 
But to this procedure there are barriers both in public 
opinion and in law. Furthermore, it would offer no cor- 
rective to the major difficulty which public discussion 
tends to ignore—namely, that neither business nor gov- 
ernment can accurately gauge the length of the rearmament 
period. 

In the face of this uncertainty about government pur- 
chasing, to insure that plants will be neither more nor 
less than fully paid for involves assumption of risks by 
the government. The necessary arrangements are 
simple. Whatever the amortization period agreed upon 
between the firm in question and the Bureau of Internal 


2 Incidentally, if the government is still buying when amortization is com- 
plete, or if new markets for output develop, the plant—though fully paid for 
by government purchases—will still have value, and the owners will enjoy a 
capital gain. This point is not much stressed in journalistic discussions. 


[6] 


Revenue, the plant installed for defense will have a 
definite unamortized book value at the end of each year. 
The firm can be protected against underpayment by per- 
mitting it to sell the equipment to the government at the 
end of any year at (say) go per cent? of book value, fol- 
lowing which an arrangement for operation on lease 
could be made. The government can be protected 
against overpayment by providing that at the end of the 
amortization period—when the government, through 
its purchases of output, has paid for the plant in full— 
ownership will be handed over to the Treasury.‘ If the 
government thus assumes the capital risks of armament 
production, private firms can fairly be expected to as- 
sume the operating risks for profit prospects not much 
better nor worse than those of continuing peacetime 
industries. 


LABOR SUPPLY FOR REARMAMENT 


Rearmament creates a labor-supply problem at four 
levels: (1) We need workers at once to design and pro- 
duce armament plant. (2) As more and more of this 
plant comes into operation, we shall need workers to 
operate. (3) As armament appears, we shall need men 
trained to operate and maintain the guns, tanks, planes, 

3 If roo per cent of book value were guaranteed, special safeguards against 
extravagance in construction would be needed. 


4 This scheme was the suggestion of Mr. Jacob Mosak. Note that while 
protection of the firm building the plant is automatic, full protection for the 
Treasury requires further arrangements. If the Treasury, when it becomes 
owner, has no alternative but to lease or resell to the original firm on the 
firm’s own terms, the firm is sure to get the best of it. Agreements must 
either provide for arbitration on resale, or for laying out plants so that other 
firms can use them and competitive bidding can be obtained. 
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etc., which make it up. (4) In filling these requirements, 
we need to keep as good a staff as possible for continuing 
peacetime operations. 

The amount of unemployed or underemployed labor 
on which we may draw is enormous. The number totally 
unemployed is not far from eight million. In addition, 
one to two million men could be rapidly drawn out of 
farming without loss of output; many additional women 
could be brought into industrial employment; and in 
many industries hours could be lengthened.’ This labor 
reserve is larger than visible defense requirements, and 
should serve as far as possible to fill those requirements. 

But, unfortunately, the unemployed are not them- 
selves the men needed for rearmament. Men having the 
key skills called for by defense industry—machinists, 
toolmakers and diemakers, and draftsmen in particular 
—are already almost fully employed. The unemployed 
and marginal farmers can provide some of the semi- 
skilled labor needed for the “dilution” of skills which 
will prove essential for putting armaments on a mass- 
production basis, and many of the recruits needed for 
the armed forces. But a great part of the man power for 
defense will have to come from those now employed in 
peacetime industry. The problem of using unemployed 
labor to take up the defense load is thus largely one of 
finding substitutes for men shifted to defense jobs. 


5In most industries working hours are well below the legal maximum. 
This maximum itself has been set at its present level primarily to ‘‘spread 
work,” and in many industries may be considerably below the level which 
would give maximum output per man-year. 
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“GUNS PLUS BUTTER”? AND LABOR MOBILITY 


The dilemma of a country with full employment 
which wants more arms is aptly summed up by the Ger- 
man catch phrase ‘“‘guns or butter’”—more arms mean 
lower living standards. In America, if we have the wis- 
dom, we can avoid this dilemma and increase arma- 
ments while maintaining or even expanding our output 
of consumption goods. But this depends on our ability 
to bring the unemployed rapidly into employment— 
which implies increasing labor mobility, providing in- 
dustrial training wholesale, and avoiding waste motion 
in labor recruiting. 

To begin with, we must clearly make the fullest use of 
skills our workers already have. If needed men cannot 
be found where the work is to be done but are available 
elsewhere, migration must be facilitated. If union re- 
strictions, such as high initiation fees and seniority rules, 
block movement of qualified men, the rules must be re- 
vised.® On similar reasoning, barriers to “dilution” of 
skilled labor in defense industries cannot be tolerated. 
To get production up to full speed, it will be necessary to 
break down jobs performed by skilled men into sub- 
operations for each of which semiskilled men can be 
quickly trained.’ Additional foremen and supervisors 


6 Note that this does not preclude the “union shop” where union member- 
ship is open. Mobility is not impaired by requiring all employees to be union 
men so long as men can become union members in virtue of becoming em- 
ployees; what is dangerous is permitting men to become employees only in 
virtue of previous union membership. 

7 Incidentally, this device is both more effective in the short run and less 
likely to bring us out of the emergency with a surplus of fully trained men 
whose training must go to waste than the large-scale introduction of ap- 
prentices. 
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must be developed rapidly from workers who possess 
both well-rounded skills and qualities of leadership. 
Since employers, perhaps even more than workers, tend 
to resist expansion and “dilution” of skills, pressure on 
both sides of the labor market is needed. 

Over and above the training which employers will 
spontaneously offer to help fill their specific needs, the 
government must help expand training facilities by en- 
couraging public and private vocational schools, and 
perhaps by subsidizing training on the job. This stimu- 
lation of training is essential both from the standpoint of 
the immediate military emergency and from that of the 
longer future. From the latter standpoint, one of the few 
really agreeable by-products of our very unpleasant pre- 
dicament is the prospect that while the demand for labor 
is strengthened by rearmament we can provide the un- 
employed with training, work experience, and connec- 
tions which will increase their employability in later 
years. 

If we do not plan carefully, there is danger that much 
labor may go to waste in the mere friction of the place- 
ment process. Besides the obvious risk that we may 
train people to do work we shall not need, there is a 
serious risk of moving too many people per job filled. At 
best, the opening of a defense job is likely to involve 
shifting two or three men already employed before a 
place is opened which an unemployed man can fill. 
These shifts involve losses: at each substitution, time is 
lost in finding the new man and in fitting him into the 
organization, and often workers’ families are uprooted. 
While these losses, like those from misdirected training, 
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cannot be altogether avoided, they must be held within 
reasonable limits. 

For this purpose, a well-organized labor information 
service is essential. Available jobs and available men 
must be cleared through the government’s employment 
service. Forecasts of labor requirements and labor sup- 
plies must be drawn up to guide placement and training 
programs in forestalling avoidable shortages. This in- 
volves increasing our knowledge of the skills now avail- 
able by a new inventory of labor supplies. Existing 
knowledge (from the registers of the employment service 
and the 1940 census) is incomplete, and tells principally 
what workers say they can do, rather than what their 
experience and training show they actually can do. 
Probably an extension of the registration system of the 
Selective Service Act to ages above draft age is the best 
method of completing our inventory. 


GUARANTEES FOR LABOR 


Like property drawn into defense industries—but in 
even greater degree—men who enter the armed forces or 
the armament industries incur special risks. Public at- 
tention naturally centers on the soldier’s risk of being 
killed or physically crippled. But many more men will 
risk being economically crippled—hbeing left without an 
economic foothold when peace returns. 

The popular remedy for this economic risk is to assure 
men entering defense work that they can return to their 
previous jobs. This has substance for National Guard 
members called up for short training periods. But it of- 
fers nothing to drafted men or volunteers who are with- 
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out jobs when they enlist; and for men in the service a 
year or more it may prove illusory because of dispute as 
to whether the man’s particular “‘job”’ still exists. Worst 
of all, it is not applicable to workers in defense indus- 
tries, who will probably greatly outnumber the soldiers 
and sailors and will probably be out of their normal em- 
ployment for years. 

Real protection against the risk of dislocation must 
take the form of effective help in economic adaptation 
for defense workers. Demobilization of both soldiers and 
armament producers must go slowly enough to prevent 
a collapse of consumer incomes from destroying markets 
and obscuring the location of employment opportuni- 
ties. Some sort of ‘‘dismissal wage’ should be guaran- 
teed by government to both groups. In addition, dis- 
placed workers should be afforded access to vocational 
training. 

Contrary to widespread beliefs, the emergency— 
while it does require curbs on some restrictive union 
practices—creates no need for impairing labor’s now 
established right to organize without employer inter- 
ference. The scheme of guarantees for labor under the 
defense program should include reaffirmation of this 
right. It should also include a pledge to continue the 
practice of including labor representatives on govern- 
ment boards wherever these boards are composed of 
representatives of special-interest groups. 

8 From this standpoint, the post-war inflation of 1919-20 had real social 


advantages; but we must hope to reap corresponding advantages in a more 
orderly way. 
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CONSCRIPTION 


From the economist’s standpoint, the recent congres- 
sional action to use conscription for recruiting the 
armed forces has great advantages. In particular, regis- 
tration will help us make a beginning at the needed 
labor inventory. A “voluntary” system of recruiting, 
furthermore, could not long have remained voluntary in 
fact; and “‘volunteering’” under pressure cannot take 
account of legitimate claims for exemption from service, 
or steer clear of the creation of avoidable labor shortages. 

With either voluntary recruiting or conscription, a 
relatively large proportion of the armed forces is likely 
to be drawn from the groups already suffering from eco- 
nomic dislocation—unemployed men and marginal 
farmers, particularly below the age of twenty-five. If 
this is overdone, and especially if other groups (such as 
professional men) are wholly exempted, a sense of un- 
fairness may result. Even more important, members of 
the dislocated groups may be unfairly cut off from the 
chance of economic rehabilitation offered by the stimu- 
lation of the labor market. To make the system fair, 
rank and file in the armed forces should be paid (with 
allowance for the value of maintenance) at least a re- 
spectable unskilled-labor income; and guarantees of the 
type just discussed should be carefully adapted to help 
this group of recruits. 


REQUISITIONING, PRIORITIES, AND PRIVATE 
INVESTMENT 


Contrary to the implications of some of the arguments 
raised against conscripting men, “conscription of prop- 
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erty’’—under the name of “‘requisitioning”—has always 
been a recognized emergency power of government. 
True, there is a rule that owners of requisitioned prop- 
erty must be compensated; but so must conscripted 
soldiers. 

General requisitioning of property for defense is as 
unlikely to prove necessary as conscription of labor for 
armament-producing industries. In both cases, financial 
inducements should be our chief means of recruiting. 
But both labor and property offer exceptions to this 
rule. Certain experts in engineering and science have 
unique training and abilities, and must be required to 
aid defense even though no reasonable salaries can 
tempt them. Similarly, many property-owners are in 
possession of unique facilities, and will be tempted to 
hold out for high returns. In such cases—which may 
prove fairly common—requisitioning will serve to avoid 
the waste and delay of building duplicate facilities with- 
out letting property-owners reap exorbitant prices. 
Fairness calls for setting up some sort of special system 
of courts to decide appeals about valuations in such 
cases retrospectively, without delaying operations. Rig- 
orous enforcement of the antitrust laws to prevent 
monopolistic combination and collusion among firms 
will greatly reduce the frequency with which requisi- 
tioning must be invoked. 

In the early stages of the defense program we have 
heard a great deal about voluntary “priorities,” or ar- 
rangements by which sellers of needed equipment (with 
consent of customers to whom they have promised de- 
livery) let the government and its contractors have first 
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call and sell to others only the excess over government 
requirements.? They are the equivalent in relation to 
property of voluntary recruiting of soldiers: while 
avoiding the political unpleasantness of open compul- 
sion, they make room for arbitrary pressure behind the 
scenes, and give a differential advantage to people who 
can aid in defense but refuse to do so. 

“Priorities” serve two uses: (1) They get for the gov- 
ernment goods which by contract are pledged to others. 
(2) By cutting off part of the would-be purchasers from 
the market, they check price increases and windfall 
profits for producers. The first function, once the de- 
fense program is well under way, should be taken care 
of by requisitioning. The second, if it is really desirable 
to choke off industrial demand and to forestall windfall 
profits, should be taken care of either by excise taxes on 
sales of the goods in question or by limiting capital 
flotations and borrowing by private firms, or by both 
at once. 

In laying defense plans, we should make every effort 
to provide for enough growth of the equipment-making 
industries so that they can presently supply at least a 
large part of the normal requirements of consumption- 
goods industries in addition to defense requirements. 
Otherwise the plant of the consumption-goods industries 
will run down more and more as time goes on, squeezing 
living standards. Besides preventing this deterioration 
if rearmament goes as planned, expansion of equipment- 
making industries will provide a reserve of economic 
power, available if we have to accelerate defense efforts 


9 Priorities have also been granted to Allied aircraft orders, etc. 
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beyond present estimates. Rewards for both labor and 
property in equipment-making must be generous 
enough, and measures for labor training and “dilution” 
sweeping enough, to provide this expansion. 

When the emergency ends, this policy may leave us 
with a serious problem of economic demobilization. 
This fact is in itself a barrier to expansion: both em- 
ployers and workers fear the effects of expansion on com- 
petitive conditions when peace returns, and are re- 
luctant to let new firms or new workmen into the trade. 
But the prospective length and intensity of the crisis are 
so great that we cannot afford to let these fears of over- 
development prevent expansion, as both the French and 
the British seem to have done. If the guarantees to 
property and labor discussed above, with reasonable ad- 
vances in prices and wages, are not enough to bring 
expansion, government itself may have to build Meigs 
and enter this field. 


PRICE CONTROL 


There is a strong wing of public opinion which holds 
that in a military emergency government should fix all 
prices—or at least should pass upon all price increases. 
But all experience and all logic show that attempts to 
keep a price from rising can work well only if all de- 
mands at the fixed price can be satisfied. If some would- 
be buyers are turned away, sellers must either play 
favorites among buyers or go on the rule of “first come 
first served’’—which leads to buyers standing in line and 
similar nuisances. Favored buyers, furthermore, tend to 
resell at increased prices to unsatisfied buyers. But 
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measures to see that all demands are filled are also in- 
convenient. Either buyers must be rationed to cut down 
the amount demanded or sellers must somehow be 
forced to sell more than they wish. Price control, if not 
a farce, thus involves ramification of other controls. In 
a fascist country, where regimentation is thought of as 
a good thing in itself, this may be welcome; but in a free 
country it is seen as a real evil. Price fixing cannot be 
altogether avoided; but, if only to economize adminis- 
trative effort, it should not be undertaken in any field 
where it is not strictly necessary. 

Where government itself is a heavy buyer, of course, 
price control is inevitable, since the government’s bid- 
ding will automatically set prices. But in markets where 
needed supplies can be produced by existing plants and 
where there are enough independent firms to make gen- 
uine competitive bidding possible—as with coal, food, 
clothing, shoes, etc.—all that is necessary is to fix the 
lowest price which will bring in the needed flow of goods. 

In other directions—particularly on the markets 
where the government must buy metal products, chemi- 
cals, and instruments—there are not enough suppliers to — 
make this procedure work. If only one firm is able to 
supply the item needed—for example, a critical instru- 
ment for airplane navigation—the government cannot 
be expected to pay any price the firm demands without 
inspection of its costs. Wherever monopoly exists—or 
must be created to secure efficiency from specialization 
—the government must investigate costs and insist that 
firms accept contracts for the largest quantities they can 
reasonably produce at prices offering prospects of a re- 
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turn on capital similar to that in nondefense industries. 
The same principle applies in industries where there are 
several firms but the small numbers or market practices 
make genuine competitive bidding unobtainable. In all 
such cases it would be equitable for government to con- 
tract to take the lion’s share (say 80 per cent) of any cost 
changes arising from upward or downward shifts in 
wage rates or material prices, so long as gains or losses 
depending on operating efficiency are left to fall upon 
the contractor. If contracts cannot be placed promptly 
on these terms, the government’s power of requisition 
should be invoked to prevent delay, as we have already 
seen. 

In addition to competitive industries and to monop- 
olistic or semimonopolistic industries which will be chief- 
ly government suppliers, there are important partially 
competitive industries—oil, aluminum, steel, copper— 
of whose output government will take some, while a 
substantial share will still be sold privately. Contracts 
in these fields should carry prices based on costs which 
would exist under peak operations; and supplies for pri- 
vate industry should be made available at government- 
contract prices. If restriction of private industry’s com- 
sumption is needed, excise taxes (with increase of allow- 
able prices to cover tax) should be used rather than 
rationing or “priorities,” in order to avoid regulatory 
difficulties and discriminations. 


LABOR-MARKET CONTROLS 


In the next few years we shall doubtless see many 
labor disputes over union recognition, wages, shop rules, 
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and working conditions. In the event that employers 
and labor representatives in defense industries fail to 
reach agreement on contracts under negotiation, threats 
of stoppage may arise which will endanger the defense 
program. 

In many circles it is held that this danger necessitates 
suspending the right to strike. But this is needlessly 
drastic. Where disputes over union recognition lead to 
definite strike threats, defense can be protected by em- 
powering the defense authorities to insist that the Na- 
tional Labor Relations Board hold an election. In dis- 
putes over wages, etc., reaching the point of threatened 
stoppage, the solution is to make investigation and pub- 
lic report a requirement in all defense industries. Inves- 
tigators should be instructed to recommend wage in- 
creases and other changes of similar effect on costs only 
when it is clear that they are necessary to recruit more 
workers. They should be instructed to recommend de- 
creases only when it can be clearly shown that there is a 
surplus of qualified labor and that an efficient working 
staff can be maintained at lower rates. Unions in claim- 
ing a shortage of labor and employers in claiming a sur- 
plus must be required to show that their own hands are 
clean—that they have not created the shortage by keep- 
ing out eligible workers, or created the surplus by re- 
stricting output. 

With such a procedure, the odium involved in flouting 
a recommendation of the investigators (and, in the case 
of employers, the danger of having their plants requisi- 
tioned if they create delay by insisting on their claims) 
should keep down the number of stoppages. By crystal- 
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izing the rules for investigation and recommendation 
along these lines, so that the outcome of a dispute can be 
foreseen by both parties, we should also be able to keep 
down the number of disputes reaching the danger stage. 


PRESERVING FREEDOM OF PURCHASE 


Countries at war—and also, in late years, countries 
threatened with war—have commonly found it neces- 
sary to “ration” consumers. That is, they have set max- 
imum weekly, monthly, or yearly purchases of sugar, 
meat, woolen goods, gasoline, etc., per person. These 
measures are essentially devices for coping with acute 
shortages; but some commentators profess to see in them 
one of the secrets of Germany’s strength, and insist that 
we must imitate. 

The function of rationing for which there is no com- 
plete substitute is to protect the poor from bearing the 
brunt of shortages of necessities. When such a commod- 
ity as butter is very scarce, in the absence of rationing, 
those with large incomes keep on buying nearly as much 
as usual, pushing the price above the reach of their 
poorer neighbors. By limiting the amount each can pur- 
chase, government can cut off part of the demand of the 
wealthy and force them to take only their share of the 
reduced total available, leaving enough for others. 

By good fortune, the United States is probably im- 
mune from shortages of the sort which call for rationing. 
Most of our foodstuffs are produced at home and cannot 
well run short. In fact, owing to the surplus of corn on 
hand (which can readily be converted into beef and pork 
by feeding animals), the wheat surplus, and the flow of 
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milk into uses of secondary importance, we have possi- 
bilities of greatly expanding the output of food at pres- 
ent prices. Our food imports—sugar, tropical fruits, cof- 
fee—come largely from areas with which our trade is 
nearly certain to be maintained in any circumstances. 
We import much wool, but chiefly for carpets rather 
than garments. Silk may be cut off; but the new sub- 
stitutes insure us against serious hardships. Possible loss 
of rubber imports is the only serious threat to consump- 
tion standards. But for one or a few commodities, the 
administrative problems and sacrifices of freedom in- 
volved in rationing consumers are a worse evil than let- 
ting the situation take its course. Part of the advantages 
of rationing may be gained by putting the goods avail- 
able entirely into forms adapted to mass consumption to 
the exclusion of luxury grades. 

Rationing is commonly advocated as a means of limit- 
ing total consumption of the goods affected. But for this 
purpose (supposing always that higher prices will not 
impose differential hardships on the poor) an excise tax 
is a better technique. If, for example, the government 
needs to reduce total private consumption of silk in 
order to release supplies for making parachutes, a tax on 
silk otherwise used will raise prices and discourage pri- 
vate buying. Since collecting such a tax is much simpler 
than planning and regulating the consumption of each 
individual household, there is an overwhelming pre- 
sumption that taxation rather than rationing should be 
used when private consumption of a key commodity 
must be checked. 

Another claim in favor of rationing is that it holds 
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down the general cost of living. But this is illusory. 
True, rationing prevents rich buyers from driving up the 
price of the rationed commodity; but the more rationing 
discourages consumers from spending money on cake, 
the more they will spend on ice-cream sodas. The more 
commodities are rationed, the more diversion of spend- 
ing will push up the prices of other commodities. 

For the present, our reliance for holding down the 
cost of living must be increased production. When pos- 
sibilities of producing more consumption goods begin to 
run out, if rising employment or rising wage rates (or 
both) are still raising consumers’ money income, we shall 
have to take definite steps if we wish to keep living costs 
from skyrocketing. But, as we shall see in a moment, 
the equitable way to keep the situation in control is by 
appropriate taxation of incomes, not by rationing. 


DEFENSE TAXES AND THE COST OF LIVING 


By actual popular demand, we have already had a 
first instalment of tax increases to finance defense. But 
we should not forget that a new tax or a tax increase is 
itself an evil under present conditions. Taxes (barring a 
few types we are not likely to use) either reduce what 
somebody has to spend or raise the cost of producing 
something; and in either case they discourage produc- 
tion and help perpetuate unemployment. The evil of a 
new tax can be commended only as a preventive for 
worse evils—in particular, for such a rise in the cost of 
living as to breed discontent and mutual jealousy, lead- 
ing to an accelerating spiral of wage and price increases. 

Given our present reserves of unused materials, labor, 
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and plant suited for making consumption goods, we 
have an adequate defense for the very near future 
against rising living costs without additional taxation. 
On the other hand, sometime fairly soon—perhaps in six 
months, perhaps in two to three years—we shall have 
absorbed most of the immediately available labor and 
plant and reached the point where further expansion of 
consumption-goods output must wait upon training of 
more labor and building of more plant. Judging from 
British and Australian experience, and from our history 
in 1937, we may reach this point some time before un- 
employment is fully absorbed. 

When this stage sets in, if consumers’ money incomes 
are still growing (which is overwhelmingly likely), we 
shall have to choose between letting the cost of living 
rise enough to nullify the rise in the public’s nominal 
purchasing power or increasing taxes enough to keep 
spending in proportion to physical output. While a lim- 
ited rise in living costs has some merits as a stimulus to 
output, heavy tax increases will be called for to keep the 
rise from running away. 

Technically, it is possible to meet this situation by 
continuing the course we have already started and rais- 
ing the bulk of the needed revenue through “indirect”’ 
taxes—i.e., through general sales taxes and excise taxes 
on such commodities as tobacco, liquor, and gasoline. 
As we have seen, we may need additional indirect taxes 
to check industrial or household consumption of key 
commodities. But to rely on indirect taxes as sources of 
general revenue involves gross inequities, growing pro- 
gressively worse as tax rates rise. While it is impossible 
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to say definitely who really suffers from indirect taxes 
(an ambiguity which explains their political acceptabil- 
ity!), it is clear that they fall most heavily on the lower- 
income groups, and that they cannot and do not exempt 
families with incomes below minimum standards. 

Much more equitable is the use of “direct”’ taxation— 
i.e., extension and intensification of the federal tax on 
individual incomes. With income taxes we know fairly 
definitely where burdens fall; we can grant exemptions 
which at least crudely allow for needs; and we can levy 
on those whose incomes make them best able to pay. 
But the income tax as it stands has two serious defects 
for the purpose of guarding against inflation: (1) It is 
not inclusive enough. In recent years it has reached only 
about 4 per cent of population, with perhaps a quarter 
of national income. (2) It is not flexible enough. It is 
based entirely on income of the year previous to collec- 
tions; rates are settled some months before collections 
begin; and there is no mechanism for changing rates dur- 
ing collection. Advance arrangements of this sort are 
not adapted for our purpose. It is hard to estimate just 
how much revenue a given income-tax structure will 
bring in, and even harder to forecast the amount of tax 
revenue we shall need to control living costs. If and 
when we run up against barriers to further expansion of 
consumption-goods output, the resulting price rise is apt 
to appear too suddenly (or at the wrong time of year) to 
permit this ponderous mechanism to be brought into 
play. 

If we wish to avoid the dilemma of inflation or enor- 
mous indirect taxes, we must promptly set about re- 
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forming the income tax to make it more inclusive and 
more flexible. On the side of inclusiveness, we should 
probably aim to reach about the richest 15 per cent of 
population (with toward half of national income), which 
implies not only reducing the exemption for single per- 
sons to $800 a year (the level of the new revenue act), 
but cutting the level of exemptions allowed heads of 
families from the present $2,000 to (say) $1,600 a year. 
On the side of flexibility, the first thing to do is to ar- 
range (as does England) for deduction of “normal tax”’ 
at the source of income—i.e., by the employer in the case 
of wages and salaries, by the debtor in the case of inter- 
est, by the corporation in the case of dividends. Deduc- 
tions should be taken out weekly or monthly as income 
payments are made, and paid over quarterly to the Bur- 
eau of Internal Revenue." Exemptions would be regis- 
tered with employers, and deductions from wage and 
salary incomes made only from the excess of income pay- 
ments over registered exemptions. At the end of the 
year, each taxpayer would prepare a tax return as at 
present under which his liability for surtax and total 
normal tax could be determined. Taxes paid at the 
source would be credited against the tax liability com- 
puted on the return.” 


t0 The Bureau of Internal Revenue already collects taxes deducted at the 
source in connection with old age insurance and receives information on all 
individuals receiving as much as $1,000 from a single source. Until recently, 
dividends were taxed in the way proposed in the text. The source-deduction 
proposal thus is feasible without great administrative changes. 

Tf the total paid at the source exceeded total liability shown by the 
return, the taxpayer would be entitled to a refund. To limit the number of 
such refunds, it would be expedient to allow more than one-twelfth (perhaps 
one-eighth) of the annual exemption in calculating deductions from salaries 
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Given such a collection system, Congress could pro- 
vide against inflation by enacting a sliding scale of nor- 
mal tax rates, with mandatory instructions to the Treas- 
ury to levy low rates so long as a cost-of-living index 
remained within defined bounds, and to raise rates by 
substantial jumps at quarterly intervals whenever the 
index advanced unduly. The index selected should prob- 
ably be the Bureau of Labor Statistics cost-of-living 
index. It would be best to exclude rents from the index, 
as increasing employment might raise rents considerably 
and we should not aim to force down prices of food, 
furniture, clothing, coal, etc., to make up. The danger 
signal should be arrival at a level of living costs 10 per 
cent above 1939, or increase of the index at a rate ex- 
ceeding 2 per cent per three-month period (about the 
most rapid rate of advance we have experienced since 
1920). The maximum rate of normal tax (to be reached 
only if rates of 10, 20, 30 per cent have been tried and 
proved inadequate to check the rise of the index) should 
be set at 40 per cent.” 

As normal rates rose, certain other adjustments in the 
income-tax structure would be called for by equity: 
(1) Holders of tax-exempt securities, while fairly en- 
titled to continued exemption from present tax rates 
until their securities mature, are not entitled to avoid 
sharing a general increase of burdens, and should be 
made liable for any increase of normal tax above the 
present 4 per cent. (2) Present surtax rates, which reach 


paid monthly, and more than one-fifty-second (perhaps one-thirtieth) in cal- 
culating deductions from wages and salaries paid weekly. 


12 For figures justifying setting the maximum rate so high, see Appendix B. 
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75 per cent in the highest brackets, would in some in- 
stances have to be lowered to prevent combined normal 
tax and surtax from exceeding too per cent. If all com- 
bined rates over 100 per cent were treated as equal to 
100 per cent, a 4o per cent normal tax rate would make 
it impossible to enjoy an income net of federal tax in ex- 
cess of about $32,000—an amount probably too low to 
provide adequate production incentives. Some automat- 
ic downward adjustment of surtax rates as normal rates 
rose should probably be provided. (3) Taxpayers also 
burdened by state income taxes should be given credit 
against federal taxes for amounts paid the state up to 
some upper limit (say 5 per cent of income in excess of 
exemptions). States might be given an incentive not to 
exceed this limit by a federal offer to act as their agents 
in income-tax collection—a measure which would reduce 
both bother for taxpayers and administrative work for 
the tax collectors. 


THE DEFICIT AND THE PUBLIC DEBT 


In the first few weeks of the 1940-41 fiscal year, in- 
creased revenues from indirect taxes, coupled with re- 
duced outlays on public works and W.P.A., so far out- 
weighed increased spending for defense as to make the 
government’s excess of cash outlays over cash receipts 
smaller than a year previous. But as the defense pro- 
gram moves from the planning stage into production, we 
are sure to find the deficit mounting. When taxes to re- 
strict the rise in living costs take hold in their turn, the 
deficit will fall again; but at least until then the public 
debt must rise. 
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The principal real evil in rising public debt is the need 
of levying more taxation—which normally implies also 
worse types of taxation—to meet future interest pay- 
ments. This evil is preferable to that of unnecessarily 
limiting consumption, as we should do if we quickly 
balanced the budget by heavy new taxes. But both evils 
could be avoided by financing defense outlays through 
an issue of noninterest-bearing government warrants, 
with proper safeguards against inflation. These safe- 
guards would have to include: (1) provision that the 
warrants could be negotiated only through banks; (2) 
provision for their absorption by Federal Reserve banks, 
by making them legal reserve for those banks; (3) raising 
the reserve requirments of commercial banks enough to 
absorb the additional excess reserves resulting when 
they transmitted the warrants to the Federal Reserve. 
Without these safeguards—especially the raising of re- 
serve requirements—the device would be unsafe, and 
interest-bearing debt would be preferable.*? Forced loan 
schemes, such as that recommended by J. M. Keynes for 
England, should under present conditions be avoided in 
America."4 

13 This procedure would bring us out of the emergency with a much higher 
level of bank reserve requirements. This result—a step in the direction of the 
‘roo per cent system’”’—seems to the writer and his counselors to offer a pro- 
tection against monetary instability which would be very valuable. 

The reader is put on notice, however, that this proposal for noninterest- 


bearing debt is in no way essential for the working of the proposals made 
earlier in the pamphlet. 


4 This is also the view of Mr. Keynes (see New Republic, July 29, 1940). 
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III. URGENT MEASURES OF ECONOMIC 
POLICY 


It will be plain from the survey just made that the 
problem of economic policy imposed by rearmament is 
not so complex as alarmists think. There is no necessity 
for Washington to tell every individual where to work, 
or to keep track of the canned goods on every grocer’s 
shelves. But the difficulties are still great enough to tax 
the resources of government. 

Even the defense program itself has been tied up by 
delays—delays in passing the conscription act, securing 
uniforms, building training camps, making satisfactory 
terms with suppliers (particularly where plants must be 
built). But, thanks to the breathing spell which the 
stout British defense has guaranteed us, it seems clear 
that these troubles can be ironed out. The danger is not 
that the defense program itself may fail, but that the 
impatience bred by these delays may fritter away gov- 
ernmental resources and handicap economic activity by 
leading to needless rationing measures, extension of 
price controls beyond the field where they are made nec- 
essary by the combination of defense concerns and 
monopolistic market factors, needless restrictions of la- 
bor activities and of civil rights, etc. 

If public attention concentrates too heavily on the 
defense program itself, consumption may be unneces- 
sarily sacrificed. Measures to insure adequate mobility 
of labor and sufficient expansion of the equipment-mak- 
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ing industries cannot safely be neglected. Above all, we 
cannot afford to delay reconstruction of the income-tax 
system to make it inclusive and flexible enough to meet 
the inflation peril when it develops. When a marked rise 
of prices threatens, as it must eventually if we move in 
the present direction, the tax machine to cope with it 
must be not merely planned, but already constructed 
and in operation—if only at idling speed. 
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APPENDIX A 
LIST OF RECOMMENDATIONS 


I. ADAPTATION OF PHYSICAL PLANT FOR DEFENSE 


1. The government must requisition research facilities and 
patented processes in fields of defense importance. 

2. Plants or machines installed for defense purposes should be 
salable to the government at the end of any year at go per cent of 
unamortized value, and should become government property at 
the end of the amortization period. 

3. If this arrangement—with prospects of competitive profits 
under government contracts—cannot quickly attract capital, 
government should finance plant construction or build plants 
itself. 


II, LABOR SUPPLY FOR DEFENSE 


1. Government should assist necessary migrations by travel 
advances and by provision of housing in some areas. 

2. Barriers set up by labor organizations or employers to use 
of existing skilled labor and to “‘dilution”’ of skills must be broken 
down. 

3. Government must actively stimulate industrial training, 
particularly quick training of semiskilled workers for “‘dilution.”’ 

4. Information on existing labor supplies and forecasts of 
trends in labor supply and requirements must be assembled. 

5. Labor involved in defense should be guaranteed dismissal 
wages and training opportunities to protect against djslocation at 
demobilization; meanwhile rights of collective bargaining in de- 
fense industries should be guaranteed. 

6. Registration under the selective service act should be used 
not merely to raise troops but to help inventory the labor supply; 
and conscripts should be guaranteed fair pay and help at de- 
mobilization. 
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III, REQUISITIONING, PRIORITIES, AND PRIVATE INVESTMENT 


1. The power of requisitioning should be used to avoid delay 
or payment of exorbitant prices in dealing with holders of unique 
resources. 

2, Values assigned under requisitioning must be subject to 
retroactive adjustment on appeal to special courts. 

3. “Priorities” should be replaced by requisitioning to break 
contract barriers to government purchases and by excise taxes to 
restrict nondefense uses of key resources. 

4. Plans must be laid to permit rapid revival of private plant 
construction within a year or two without hampering defense, 
through rapid expansion of equipment-building industries. 


IV. PRICE CONTROL 


1. Price fixing should be avoided where defense is not af- 
fected or where competitive bidding among suppliers is fully 
effective. 

2. Where monopoly among suppliers exists (or must be cre- 
ated for defense), contract prices should be set on a basis of cost 
studies to offer reasonable competitive profits on capital when 
operations are at full speed. Private buyers should be enabled to 
buy at contract prices, or at contract prices plus an excise tax if 
their buying must be discouraged. Government should share 
risks of changes in cost prices. 


V. LABOR-MARKET CONTROLS 


t. In all labor disputes affecting defense, investigation and 
public report should be made compulsory. 

2. In disputes over union recognition, elections under 
N.L.R.B. must be held as soon as stoppage threatens. 

3. In disputes over wages, working conditions, or shop rules, 
investigators should be instructed to recommend cost-increasing 
changes only when necessary to recruit qualified workers, and to 
recommend cost-decreasing changes involving serious losses to 
labor only when a surplus of qualified workers is already avail- 
able; in either case they should determine that labor shortage or 
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surplus does not result from restrictive tactics of union or em- 
ployer. 


VI. PRESERVING CONSUMERS’ FREEDOM OF PURCHASE 


1. If total consumption of particular commodities must be 
restricted excise taxes should be used where possible. 

2. If shortage or excise tax threatens to inflict special hard- 
ships on consumers by raising prices, standardization of grades 
or tax discrimination against luxury grades should be adopted. 

3. Only if this device is inadequate and the commodity is of 
first-rate importance in mass consumption should rationing be 
considered. 


VII. TAXES TO CONTROL THE COST OF LIVING 


1. Excise taxes should be used only for regulatory purposes, 
not as sources of general revenue; sales taxes should be avoided. 

2. The individual-income-tax system should be immediately 
reorganized to provide for collection of ‘‘normal tax” at the 
source of income payments, deductions to be forwarded quarterly 
to the Bureau of Internal Revenue. 

3. Personal exemptions should be lowered to a basis of about 
$1,600 annually for a head of family without dependents; in 
monthly salary deductions one-eighth the annual exemption 
should be allowed, in weekly wage and salary deductions one- 
thirtieth the annual exemption. 

4. Congress should instruct the Treasury to levy a normal tax 
of 4 per cent on this basis until either (a) the cost-of-living index 
of the Bureau of Labor Statistics (excluding rent) reaches a level 
Io per cent above the 1939 average or (0) the index has risen as 
much as 2 per cent in the preceding quarter-year. 

5. When such a price movement appears, normal tax should 
rise quarterly by not less than 5 or more than ro per cent of in- 
come, until either (a) the price increase slows down to not in 
excess of 1 per cent per quarter-year or (0) a 40 per cent normal 
tax is reached; if (5) occurs, exemptions should be lowered 
further. 


[33] 


6. Income from “‘tax-exempt”’ securities should be taxed at a 
rate equal to the excess of normal rate over 4 per cent. 

7. Surtax rates should be revised automatically as normal tax 
rises to prevent combined rates in any bracket from exceeding 
100 per cent or the maximum possible income net of federal tax 
from falling below (say) $50,000; the taxpayer’s share of undis- 
tributed profits should be taxed as income. 

8. Tax credits should be given for state income taxes not in 
excess of 5 per cent of taxable income; the federal government 
should offer to collect such taxes for the states. 


VIII. DEFICIT AND PUBLIC DEBT 


1. Defense outlays should be paid for by special warrants, 
negotiable only through banks, and eligible as reserve for Fed- 
eral Reserve banks. 

2. Member-bank reserve requirements should be raised enough 
to take up excess reserves created by use of these warrants. 

3. Tax receipts in excess of nondefense outlays should be ap- 
plied first to retirement of interest-bearing government securities 
held by banks, thereafter to retirement of defense warrants. 

4. Forced loans should be avoided. 
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APPENDIX B 


NEED OF 40 PER CENT MAXIMUM 
NORMAL TAX RATE 


Defense outlays, we are told, may presently reach as much as 
$10 billion per annum. Allowing for continuance of peacetime 
expenditures, as much as $15 billion of new revenue may be 
needed to balance the budget. Unless our tax mechanism is pow- 
erful enough to balance the budget, it cannot be warranted pow- 
erful enough to control living costs. 

The taxpaying power of present income taxpayers may be 
roughly gauged from the record of 1936—the best recent year for 
which we have statistics. In that year there were about 2,861,000 
taxpayers with about 2,200,000 dependents, so that income tax 
touched some 5,060,000 persons, or just under 4 per cent of 
population. The taxpayers reported net income of $14.22 bil- 
lion, claimed exemptions of $5.00 billion and “‘earned income 
credit” of $0.92 billion; on the remaining $8.3 billion they paid 
normal taxes of $330 million and surtaxes of $880 million. This 
total of $1,210 million would have been raised to something like 
$5 billion if we had levied a 40 per cent normal tax, eliminated 
earned-income credit, and lowered exemptions for this group by a 
third. 

Given a higher national income, this group would have higher 
taxpaying capacity. In 1935-36, according to the National Re- 
sources Committee, the richest 4 per cent of population—sub- 
stantially the group in question—had about 24 per cent of 
national income. Their percentage share might be somewhat 
smaller if the total rose; but their absolute share would rise sharp- 
ly. If national income rose to $80 or $100 billion in place of the 
$59 billion of 1936, their incomes would total some $18 or $23 
billion. Even so, allowing for exemptions of well over $3 billion, 
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there is plainly no chance of raising all the needed revenue from 
them. 

If we increased the number of taxpayers fourfold—taking in 
the richest 16 per cent of population—we should cover 46 instead 
of only 24 per cent of national income. Exemptions (on a basis of 
$1,600 per head of family, plus allowance for children, etc.) 
would total some $13 billion to $15 billion. With a national in- 
come of $100 billion, some $30 billion would be subject to tax, 
as against the $8 billion of 1936. On this basis, taxation at the 
maximum rate proposed might balance the budget. But if strong 
inflationary tendencies showed themselves in the cost of living 
before national income rose so high (say when it was $80 billion) 
reduction of exemptions might prove necessary even with a 40 
per cent rate. 
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